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One consequence of Indonesian fiscal decentralization and regional autonomy is that 
local governments now have more responsibility to more participate in poverty 
alleviation programs. Providing better access for local public goods and services is one 
possible action from local governments in national poverty alleviation programs. This 
paper tries to propose a basic strategy for the role of Indonesian central-local government 
in poverty alleviation program that may proper to be implemented within the framework 
of Indonesian new government system after fiscal decentralization and regional 
autonomy. One important strategy proposed is role sharing and role switching between 
central and local governments in designing and implementing market and public-oriented 
policies. Since the stronger-need participation of local government in poverty alleviation 
may put local government’s fiscal condition in problem, the objective of wealth-neutral 
condition does need an appropriate cost-sharing system that will lead to the more 





I.  Introduction 
Economic development is basically a process resulting with an increase in a sustainable 
long-term income per capita. This has become a general definition in the sense that it has 
been accepted not only by academic scholars, but also by bureaucrats.
2 National 
economic development has an ultimate goal to create a society with prosperity and 
equity; in other words, a key for the success of economic development is a development 
that focuses not only on a rapid economic growth, but also on the equity of wealth.  
                                                 
1 The author is a lecture and researcher in the Department of Economics and Development Studies, 
Padjadjaran University. The author would like to thank M. Purnagunawan, SE, MT, Ferry Hadiyanto, SE, 
MA, and Arief Ramayandi, SE, MEc for useful discussion and English proofreading and DR. Rina 
Indiastuti, SE, MSIE for asking the author to write this plain paper.  
2 This definition is explained more detail in Hirshman (1996).   2 
 
It is not an easy task to have two major focuses (high-level economic growth and equal 
distribution of wealth) work simultaneously, because in an opportunity scale, these two 
focuses are trade off one to another due to budget constraint.
3 A problem of an unequal 
distribution of income has been led to a social gap. Sagir (1996) argues that social gap is 
a result of a situation where income grows faster in middle and high-level income groups 
than one in a low-income group. In Indonesia, social gap is more worsened by economic 
policies after financial crisis 1997. Policymakers focus too much on economic relief that 
tends to bring back the fast level of economic growth as it was before crisis.  
 
For decades, considerable progress has been made in designing and implementing some 
wealth policies. The progress is also shown in the efforts to build appropriate structures 
of incentive and institutions to combat poverty. These improvements are supported by a 
more clear definition of poverty. Compared to traditional concept of poverty (absolute 
poverty), people’s understanding about poverty definition has been more significantly 
better (relative poverty).
4 Some scholars argue that poverty in developing countries like 
Indonesia is basically a result of market failure, in which market mechanism that is 
implemented puts economic growth as a top priority rather than wealth redistribution 
among societies.   
 
Indonesia has been going through major changes in its intergovernmental system since 
1999 by adopting a much more decentralized regime, widely termed fiscal 
decentralization. In May 1999, two important laws about autonomy and decentralization 
have been passed: UU No. 22/1999 and UU No. 25/1999. These two laws were then 
revised and replaced by UU No. 32/2004 and UU No. 33/2004 with a more detail 
explanation about role and duty of local and central government including a matter of 
local and regional election. Local governments now have more responsibility to provide 
public goods and services that were previously provided primarily by the central 
                                                 
3 This phenomenon is well known as the Kuznet Hypothesis in the development economics. 
4 In this concept, persons who are low-income group but are able to afford their minimum requirements of 
needs are not categorized as “poor”.   3 
government through its deconcentrated ministries or agencies.
5 On the other side, local 
governments also have greater power, at least in theory; to manage and collect their own 
revenues, especially taxes. The provision of public goods and services is a direct 
implementation of the efforts to narrow the social and income gap between low & 
middle-level income groups and high-level income group.  
 
Rao (1995) explains that the strategy for poverty alleviation has four important aspects: 
(i) the magnitude to identify the characteristic of poor people (identifying); (ii) the 
importance to understand the reasons and causes of poverty (understanding); (iii) a clear 
design of policy setting in an improvement of poor society’s living standard (designing); 
and finally (iv) A costly effective and efficient implementation of designed policies, in 
which policymakers also have to produce complementary policies to keep an eye and 
supervise the implementation of poverty alleviation policies (implementing and 
monitoring). 
 
Related to the poverty alleviation program, fiscal decentralization could take involve in 
several ways. One way that is considered to be the most applicable is the ability of local 
and regional government in reducing cost for information and transaction to identify the 
target group of public goods and service provision program. Oates (1999) concludes that 
in an economy with significant intercommunity (regional or local) variations in 
preferences, and when there are no significant economies of scale and scope, 
decentralized provision of public services can enhance efficiency in the provision of these 
services and result in welfare gains. Another way is through a competition among local 
jurisdictions and politics and legislative mechanism that are more represent voices of 
society.
6 These will also result in innovations of the more effective and efficient 
provision of public goods and services equipped with more colorful preferences.
7 Bird 
(1993) states that governments that are closer to the people should, in principle, be able to 
                                                 
5 Kodrat Wibowo, “Lessons from Previous Taxes’ Studies to Indonesian Lokal and Regional Geovernment 
after Fiskal Decentralization”, Jurnal Ekonomi dan Kewirausahaan, Vol. III No. I, 2004. 
6 It is important to note that different regions may have different needs and preferences for poverty 
alleviation and different capacities to meet those needs and preferences. 
7 A detail explanation about the relationship between the efficient provision of public goods and services 
and the competition among jurisdictions is provided by Breton (1996).     4 
provide services more efficiently and effectively than a remote, centralized authority, if 
assignment of responsibilities is appropriate and the system intergovernmental fiscal 
arrangements produces the right type of incentives. 
 
Even though traditional concept considers wealth redistribution as a central government 
responsibility, experience has shown that local or regional governments do play an 
important role in designing and implementing poverty alleviation strategy (Pauly, 1973, 
Ladd and Doolittle, 1982, Brown and Oates, 1987). Therefore, if poverty alleviation is 
still a national concern, but local governments are allowed to take involve in designing 
and implementing certain key elements of the poverty alleviation strategy, the capacity of 
the latter to finance such programs out of their own resources is likely to differ widely.
8  
 
Next section will review some empirical studies that analyze factors affecting poverty. 
Section III analyzes the public policy design that is appropriate with the efforts of poverty 
alleviation in Indonesia within the framework of fiscal balance and authority after 
regional autonomy. Last section summarizes the strategy for the role of Indonesian 
central-local government in poverty alleviation after fiscal decentralization and regional 
autonomy. 
 
II.  Factors Affecting Poverty 
II.1. Poverty Studies in Indonesia 
Prapto Yuwono, 1997 
Yuwono (1997) explains that besides a low growth of GDP, other factors such as 
population density, education attainment and entrepreneurship also influence a poverty 
level in Indonesia. Using single equation, ordinary least squares (OLS) regression model. 
He employs Gini Index as a variable representing poverty with data employed consists of 
cross-sectional observations of the twenty-seven provinces in 1995. Yuwono (1997) 
concludes that there are three structural problems that must be taken care of in poverty 
alleviation program: (i) demography, (ii) education, and (iii) labor. 
 
                                                 
8 Rao (1995) has a similar statement.    5 
Nurimansyah Hasibuan (1993) 
Similar to Yuwono (1997), Hasibuan (1993) also conducts his study with a basis that 
previous studies about poverty more focused on the analysis of income distribution rather 
than focusing on factors that cause the gap of income distribution itself. Hasibuan (1993) 
employs two variables as income gap proxies: (i) expenditure of 40% low-income group 
(POPI), and (ii) a difference between an average expenditure of high-income and low-
income divided by total average expenditure (RAGI). Hasibuan (1993) conducts his study 
in 24 provinces form 1975 to 1976. 
 
Hasibuan (1993) concludes the same conclusion as Yuwono (1997), three structural 
problems that must be taken care of in the poverty alleviation are: (i) demography, (ii) 
education, and (iii) labor. He also indicates that health condition has a tendency to have a 
negative effect on income gap level.
9 
 
Dwight Y. King and Peter D. Weldon (1976) 
By using Gini Index, Susenas data, Living Cost survey data, and World Bank Criterion 
about poverty, King and Weldon (1976) analyze the income gap in Java island cities from 
1963 to 1970. They have a conclusion that in general, too centralized economic activities 
had widened the inequality of income distribution, although according to World Bank 
criterion at that time, such inequality was still not in dangerous level (40% of urban 
population classified as the lowest income group still earned 17% of cities gross domestic 
regional product, on average). Jakarta is the only city that showed a tendency to have a 
moderate inequality because 40% of its population classified as the lowest income group 
earned only 15.7% of Jakarta’s gross domestic regional product, on average). An obvious 
weakness of King and Weldon (1976) is the scope of study that only covered urban areas 
in Java Island without looking at rural and regions outside Java Island. 
 
II.2 International Poverty Studies 
Jose W. Rossi (1981) 
                                                 
9 Estimated parameters for health are insignificant but have consistent coefficients. Regions with high ratios 
persons to number of medical doctor have a wider income gap.     6 
Rossi (1981) tries to explain the poverty in Brazil by employing pool data analysis from 
10 regions in Brazil from 1970 to 1974.  He utilizes four proxies of property level 
including “Theil inequality index”. Rossi concludes that several fiscal and demographic 
indicators: (i) income, regional income tax, central government company tax, and choice 
to be single are factors that significantly affect the level of income inequality. 
Furthermore, the Kuznet Hypothesis about the trade off between inequality and economic 
growth is proven to exist in Brazil in that period. 
 
Robert Repetto (1978) 
The main focus of study conducted by Repetto (1978) is to explain factors that affect the 
level of poverty (represented by Gini index) in 68 countries in 1960s by employing OLS 
and TSLS methods as well as to find the endogeneity among poverty and its determinant 
factors. The major factor to be analyzed is several demographic aspects: (i) fertility rate, 
mortality rate, and female literacy rate. As control variables, Repetto (1978) also includes 
some such as mass media circulation and income per capita into his poverty model. 
Repetto concludes that there is a two-way relationship among the level of poverty as 
dependent variable and all factors in the right-hand side of his model. In general, all 
explanatory variables employed have significant effects in determining the poverty level. 
 
II.3 Lessons from Previous Studies about Poverty 
Not surprisingly, all poverty studies reviewed shows that fiscal and demographic aspects 
affecting poverty are factors related to the regional structures like education, health, and 
labor. These three factors are known as public services and goods that basically have to 
be more provided and financed by local government in the terms that Indonesia has been 
implementing the more thorough decentralization in many aspects, especially fiscal and 
governance.  
 
III Public Policy and Poverty Alleviation 
IIII.1. The Roles of Human Capital     
In order to have an effective poverty alleviation program, human capital is very 
necessary. Many studies have shown that human capital development is an important   7 
factor in economic growth (Kodrat, 1999; Kondonasis, 1990, and Todaro, 1996). Related 
to this, Anand and Ravalion (1993) conclude their study that a quality of human capital 
can be developed by: (i) growth-led security approach in which the development of 
human capital is triggered by economic growth; (ii) support-led security approach in 
which poverty alleviation program and better access to public services will improve the 
quality of human capital and further increase human capital productivities. By assuming 
that economic growth is a final objective of economic development, central and local 
governments need to place support-led security approach at the first hand because 
naturally, the quality of human capital triggered by growth--growth-led security will 
follow. The key program to implement the support-led security program is education 
from basic level to higher-level education.
10  It is clearly shown that after the fiscal 
distribution Indonesian central and local government are able to be more functioning 
through the their authority and financial capacities in financing public sectors that focus 
on human capital development.   
 
III.2. Strategies for Poverty Alleviation Policies 
According to Ahluwalia (1990) and Bhagwati (1988), there are two types of strategy in 
the effort of poverty alleviation. The first strategy is the policy that focuses on growth 
acceleration and a direct flow of benefits from economic development to the poor or low-
income group.  Their statement is that countries that depend more upon economic growth 
(through public provision and import substitution based manufacture industries) have to 
consider consequences of having a slower growth if they also have to focus on equality. 
On the other hand, countries that depend their growth through market mechanism are 
proven to have a faster growth, but facing the risk of equity problem in their short run 
economic development program. Hence, central and local governments in Indonesia have 
to be able to blend one strategy of development policy that is not only public oriented but 
also market oriented.  
 
                                                 
10 In Public finance, this strategy supports the theory of commodity egalitarianism. According to this 
theory, to redistribute income, one needs to equally redistribute one or several commodity that directly 
affects the society welfare.    8 
I propose that Indonesian central government needs to share its authority with local 
governments in determining the orientation of the local-specific development policies. 
For solving equity problem, central government could be chosen as a party that has to be 
more concern to conduct public oriented policies such as: agro industries enhancement, 
land reform, etc. On the other hand, local government has to have more authorities to 
focus on market oriented local development policies that are related to resources 
allocation matter such as industrialization, investment access, etc. This role sharing 
system could be switched between local and central government through the change of 
central and local governments strategic development planning: short term, middle term, 
and long term. 
 
Second strategy is the policies from central and local government that directly alleviate 
poverty through goods and service provision and consumption enhancement to the poor. 
The main focus of this strategy is income redistribution to low-income group.
11 Dreze 
(1990) shows that a better access to public services (education and health) with the focus 
strategy directly on poverty alleviation, will significantly improve the live quality of the 
poor. Reducing illiteracy, infant mortality, and raising regional minimum are some 
current and ongoing program implementations that directly focus on this strategy. 
Moreover, I also propose that poverty alleviation program needs to be emphasized not 
only in urban area that but also in rural area. Traditional concept stating that poverty 
enclaves are mostly found in urban area has been considered to be inappropriate because 
it is obvious that poverty in rural area has more negative impacts like criminal and 
political instability. To be matched with this so-called non-traditional concept about 
poverty, central government needs to start social security program that is fully financed 
by central government and administered by local government. If financially, it is 
impossible to implement such program then local governments may initiate this program 
with a local-level social security program that is possible to be financed with matching 
grants or cost sharing system. A condition to provide 10% matching-fund out of total by 
                                                 
11 In Public finance, focusing on income redistribution is the application of simple utilitarianism theory. By 
enhancing purchasing power and consumption via raising income, utility level and individual benefit (U) 
will also increase. Further this will lead to the increasing wealth (W), Mathematically, this relationship can 
be expressed by: W = f(U).    9 
local government that propose a special program (DAK) in Laws No. 33/2004 is a good 
start to implement this strategy more thoroughly. 
 
After regional autonomy, decision of government spending policy making has to be 
conducted in a framework of multi-level policies. If the argument used is that major 
cause of poverty is the market failure (negative externalities), central government must 
responsible to finance all poverty alleviation programs. This claim is supported by a 
possibility of spill-over from the poverty alleviation program outputs in one jurisdiction 
to its subordinates.
12  Moreover, an initiative from local government in poverty 
alleviation will only sacrifice local residents’ preference by high taxation to finance such 
poverty alleviation programs.  
 
If the above argument is expanded by considering that local government is closer to local 
society than central government is, (local government knows better about weakness and 
strength of its potencies) hence the role of local government in providing public goods 
and services will be more effective and efficient compared to the provision of central 
government. Participations of local government in financing, all or some parts of the 
scheme of public goods and service to alleviate poverty will raise the government 
accountability and credibility to its resident and also from other people from other 
jurisdictions. 
 
IV.  Conclusion 
It is obvious that poverty alleviation effort is not only a function of income redistribution. 
This effort also include the improvement capacity and policy of safety net, along with its 
application to provide public goods and services to whole society and specifically, for the 
poor.  The improvement of basic needs provision and a better access to social services are 
two important aspects to be implemented in Indonesian local governments. This concerns 
to the fact that after regional autonomy and fiscal decentralization, politically and 
financially Indonesian local government’s role is much wider. Consequently, the poverty 
alleviation becomes the responsibility of local government but this may put local 
                                                 
12 Boadway and Wildasin, 1984.   10 
government’s fiscal condition in problem. For that reason, objective of wealth-neutral 
condition from poverty alleviation programs does need an appropriate cost-sharing 
system that will lead to the more financial and political fairness between Indonesian 
central and local government.      
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